Abstract-Very limited studies have been done on the capital structure of Indonesian firms emphasizing on the existence of target capital structure and the affecting determinants and also the speed of adjustment to target leverage. Thus, this study aims to investigate these issues among the firms in Indonesia by using a dynamic model. This study finds that Indonesian firms do employ target capital structure which is influenced by certain firm characteristics like profitability, business risk, firm size and liquidity in their capital structure and they also time their security issuance. Being deviated from target from time to time these firms partially adjust indicating a support for the dynamic trade-off theory. There are also influences of the pecking order and the market timing theories in the capital structure decisions of these firms. This study contributes to the literature by offering insights of the capital structure practice and the adjustment speed to target capital structure of firms in Indonesia and fill the gap in the literature.
Introduction
A seminal paper by [1] on firm value and capital structure has instigated researchers and academicians to explore further the impact of capital structure on value maximization. Nonetheless, despites extensive studies and investigations being done, the study on capital structure is still reported to be inconclusive [2] . Theoretical evolvement and the validity of the modern theory of finance have then been the core interest of researchers for decades. Three dominant theories have been discussed and examined throughout the development of capital structure studies, which are the trade-off theory (TOT), the pecking order theory (POT), the agency theory and the market timing theory. The TOT theory argues that optimal capital structure is achievable when the cost of debt is traded off with the benefits of debt. The balances of the costs and benefits of debt determine the optimal debt ratio. Examples of leverages related costs taken into account in some empirical corporate financing investigations are bankruptcy costs, agency costs and the loss of non-debt tax shield.
Derived from asymmetric information problems the POT on the contrary asserts that there is no optimal capital structure, instead firm will practice financial hierarchy. When the manager is likely to have a great deal of private information regarding the value of the firm than outside investors or even the creditors, the financing method chosen by the manager can serve as a signal. Thus the information asymmetry which occurs between the two parties drives the manager to practice hierarchical financing where internal financing will be the first choice follows by debt and equity is issued only when firms have no more debt capacity [3] .
The agency theory is based on another problem due to information asymmetry, that is, the agency problems. Unlike the POT, the agency theory argues that optimal capital structure can be achieved when the costs arising from conflicts between the parties involved is minimized. Reference [4] argue that the use of debt financing can ease the conflicts or the moral hazards that may exist between shareholders and debt holders for debts can discipline managers. When the agency costs which include the monitoring expenditure by the principal, the bonding expenditure by the agent and the residual loss are balanced-off against the benefits of debt, the optimal capital structure can be achieved. Reference [5] suggests that in the market timing theory the capital structure has always been impacted by market valuation. This theory states that the current capital structure is based on the firm's historical experiences of being overpriced or underpriced by the investors. Firm with a history of strong stock price will issue more equities and less debt whereas a less fortunate firm will suffer from high debt ratios.
Majority of studies on the firms in Indonesia are done under the static framework investigating the contributing factors of the capital structure. Recent literature sees the emergence of dynamic model in examining the capital structure of firms. Different from the static model which assumes the observed leverage ratio as being the optimal, the dynamic model, however, put forward the notion of partial adjustment where firms may not at any time be at their target capital structure due to adjustment cost and will occasionally adjust for value maximization. As [3] points out, since to implement changes in capital structure are costly, the observed capital structure leverage ratio at any point in time may be significantly different from its optimal ratio. Under this dynamic model it allows the identification of target capital structure and the estimation of the magnitude of the adjustment speed if firms are diverged from their target.
It is crucial for firms to be at their target (optimal) to achieve maximum firm value. Therefore, the objective of this study is to investigate the existence of target capital structure among Indonesian firms and the speed of adjustment to target when they are off the target. This study is organized as follows: the next session covers the literature review of the determinants of target capital structure then followed by data and methodology. Next is the analysis and findings and the final section discusses the overall conclusion of the study.
II. LITERATURE REVIEW OF THE DETERMINANTS OF TARGET CAPITAL STRUCTURE
Several determinants have been recognized as being influential in capital structure decisions and represent different arguments relating to the domineering capital structure theories. These include non-debt tax shield (NDTS), profitability, tangibility, liquidity, firm size, growth opportunity, business risk and share price performance (SPP).
After the perfect market assumption in their 1958 study, [6] have lifted the assumption and included taxes in their capital structure studies showing that debt could yield substantial gains from the tax shields. However according to [7] the benefits of tax shield from debt financing encourage firms to include more debt in their capital structure but firms may encounter the danger of default in interest payment thus may lead to financial distress and bankruptcy risk. Firms, on the other hand, may choose other ways such as tax loss carry forward, investment tax credits and depreciation to shelter income instead of the tax benefit from the use of debt financing. These firms therefore will take less debt in their capital structure. Reference [7] opines that these NDTS are the alternatives to tax shields provided by debt financing, hence a negative relationship between NDTS and leverage should be expected. NDTS is represented by the annual depreciation expenses to total asset [7] .
Asymmetric information problems drive firms to opt to internal resources first when deciding on investment financing as these are the cheapest funds [3] . Therefore, firms with high profit and cash flows will finance investment with retained earnings rather than using external financing, either debt or equity. Profitability thus affects leverage negatively indicating the support of the POT. Nevertheless based on the TOT, a positive relationship would also be expected as firms take advantage of tax savings from debt interests. Profitability is represented by earnings before interest and tax (EBIT) over total asset [8] .
Representing financial distress and bankruptcy, business risk, is represented by yearly change in the firm EBIT [9] . Firms with a high degree of earnings volatility in their operation may be facing with the possibility to default on debt payments, therefore should opt for less debt financing. This indicates a negative relationship with leverage. For business expansion and competencies, equity issuance would be the preferred funding over debt for firms with high risk. Hence, equity holders would seek for higher return as compensation to the higher risk taken on investment.
The TOT suggests that tangibility relates positively with leverage as firms with high tangible asset can tender these assets as collateral. Debt is then less risky and consequently lenders will lend more. The higher tangible assets they have the more debt they can take on in their capital structure. Nonetheless, the agency theory postulates that firms with lesser tangible assets might want to increase their debt level as to limit managers from squandering [10] . Net fixed asset over total asset represents the value of tangible assets of a firm [11] .
A positive relationship is postulated between firm size and leverage where smaller firms appear to be less diversified and fail more often thus have smaller capacity to consume higher debt. Looking at the asymmetric information, the information asymmetry level in the market will be much lower for larger firms since more information is expected to be available for these firms. With a much lower level of asymmetric information, it is more possible for these larger firms to turn to debt financing. There are also evidences of firm size reacts negatively towards leverage. This is when smaller firms having limited access to equity market, are more inclined towards engaging with bank loans to fund their investments. Natural logarithm of total asset represents firm size [9] .
Huge capital funds will be needed by firms to capture all growth and investment opportunities. According to the agency theory, these firms will be more inclined to lower their debt level and opt to equity issuance as a gesture showing that they are not facing underinvestment and asset substitution problems. This indicates a negative relationship. The POT suggests that when investment and growth opportunities are smaller than the retained earnings, debt ratios will be decreased. For a given profitability, debt ratios are lower for firms with more growth opportunities [3] . Market value of equity over book value of equity represents growth opportunity [8] .
Liquidity affects leverage negatively as the more liquid the firm the more internal funds will be available to the firm thus the need for debt financing will be minimal. When the liquidity level increases the firm will appear attractive and consequently earns good reputation from investors and shareholders, making it easier for the firm to issue equity for future investment and projects. This will then minimize the need for debt financing [3] . Firm liquidity is represented by current assets to current liabilities [9] .
When a firm records a strong share price performance with the present market values relatively higher than the past market values, the firm is more inclined to issue equity whereas when the present market values are comparatively low the firm will, on the other hand, repurchase equity. This notion is based on the market timing theory by [5] indicating a negative relationship. The first difference of the year end share price represents the share price performance [9] .
III. DATA AND METHODOLOGY
This study analyzes 365 listed Indonesian firms between 2000 and 2012 (a 13 year period) with firm data extracted from the Datastream. To meet its objective, this study employs the Generalized Method of Moments (GMM) -First Difference [12] . Following [10] , leverage is defined as the ratio of total debt to total asset (TD/TA).
A. Target Capital Structure
This study postulates that a dynamic model is able to ascertain the existence of target (optimal) leverage on firms in Indonesia. Based on the Partial Adjustment Model, this study assumes that a set of explanatory variables influence the target leverage ratio for a firm as in (1) .
The observed leverage of firm i at time t (Y it ) should be equal to the optimal leverage, that is, Y it = Y it * and this implies that Y it -Y it -1 = Y it * -Y it-1 .The adjustment costs significantly impact the adjustment process and allow only partial adjustment, represented in (2) .
Where δ it , is known as the speed of adjustment, it represents the convergence degree of Y it , to its optimal value with restriction that |δ it | <1, which is a condition that Y it →Yit* as t → ∞. The firm's behaviour is represented by (3) below. (2) and (3), we derived,
To simplify, (7) can also be written as,
where λ 0 =1-δ it , λ k =δ it β k , and δ it ε it =μ it (where µ it has the same properties as ε it ) Equation (8) denotes the dynamic capital structure model and is estimated based on the Generalized Method of Moments (GMM) -First Difference. To ensure efficiency of the estimator, three diagnostic tests are performed which are the Wald test, second order correlation test (AR2) and the Jtest.
IV. ANALYSIS AND FINDING

A. Existence of Target and Speed of Adjustment to Target
Capital Structure Table 1 presents the empirical results on determinants of target capital structure of Indonesian firms. The estimated coefficient of the lagged leverage is significant (p=0.01) and this denotes the existence of target leverage of Indonesian firms. These firms occasionally rebalance to long term targets leverage at the speed of 0.6274 (δ it =1-λ 0 ) within a year or it takes 2.68 year (1/δ it ) to be at the target. This concludes that firms in Indonesia close by 62.74% the gap between current and target leverage within one year. [13] found that firms generally adjust at the rate of 61.77% to their target once deviated in their study on Indonesian firms for the period between 1992 and 2010. The existence of dynamic TOT is indicated by such adjustment rate [2] .
B. Determinants of Target Capital Structure
Five factors significantly influence the capital structure of Indonesian firms throughout the period understudy. This study depicts a negative relationship between profitability and leverage (p=0.01). The negative relationship indicates the practice of hierarchical financing where firms with high profit consume less debt financing in their capital structure. This finding is similar with past studies on Indonesian firms by [11] and [14] . Business risk is reported to negatively related to target capital structure (p=0.01) thus supporting the TOT that firms with volatile earnings employed lower debt in their capital structure [11] . A significant negative relationship (p=0.01) between firm size and leverage is observed. This finding nevertheless is in contrast to [11] in their studies on Indonesian firms. As large firms have less asymmetric information problem, they can issue equity easily, thus reducing debt. This supports POT as size is an inverse proxy for the degree of asymmetric information between firms and investors. Liquidity is found to relate negatively with leverage of firms in Indonesia (p=0.10). Reference [9] argues that liquid assets may be used as source of financing and firms in Indonesia seem to consider these liquid assets in deciding their capital structure. Share price performance relates negatively with leverage (p=0.01) similar to the previous finding on Indonesian firms by [15] . This finding supports the market timing hypothesis and indicates that when firms equity record good performance, equity capital will be preferred by Indonesian firms. Equally, in a declining stock market, the debt ratio of firms increases. Levit = Lev(-1)it +β1NDTSit +β2TANGit +β3PROFITit +β4RISKit +β5SIZEit +β6GROWTHit+β7LIQUIDITYit +β8SPPit +εit.
Notes: The t-statistics in parentheses are the t-values adjusted for White's heteroscedasticity consistent standard errors; ***, **, * denotes significant at 1%, 5%, 10% level respectively. The Wald test statistic refers to the null hypothesis that all coefficients on the determinants of leverage are jointly equal zero; AR(2) refers to the null of no second order correlation in the residuals; The J-test statistic for the null that the over identifying restrictions are valid. Multicollinearity test in the dataset is performed and no multicollinearity problem is found in the data since the variance-inflating factor (VIF) of variables are less than 10.
V. CONCLUSION
This study investigates the dynamic aspects of capital structure particularly on the existence of target capital structure, the speed of adjustment and the factors influencing target capital structure of Indonesian firms. The study finds that there exists target capital structure for firms in Indonesia and take into account firm specific factors like profitability, business risk, firm size, liquidity and share price performance due to time varying factors. The magnitude of speed of adjustment suggests a rapid adjustment towards target capital structure thus supporting the existence of dynamic TOT. There are also traces of market timing as well as the POT hypotheses found in this study. By employing a robust econometric model (GMM), this study contributes to the literature by examining the corporate financing behaviour of firms in Indonesia.
